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EXECUTIVE   SUMMARY 

In  accordance  with  House  Bill  2  passed  during  the  May  1990  special 
session,  the  State  Fund  has  separated  the  old  and  new  businesses,  has 
allocated  existing  assets  between  them,  and  is  developing  a  method  of 
allocating  ongoing  expenses.  As  of  July  1,  1990,  the  old  business  had  a 
fund  balance  of  $59.8  million1   and  the  new  business  had  $12.0  million. 

The  old  business'  primary  funding  source  is  the  payroll  tax  on  all 
Montana  employers.  At  present,  the  State  Fund  is  budgeted  $62,000  per 
year  for  collecting  the  tax  and  has  approximately  3.0  FTE  assigned  to  the 
task.  Effective  July  1,  1991,  the  Department  of  Revenue  assumes  this 
responsibility.  The  department  has  requested  6.0  FTE  and  a  budget  of 
$320,554  for  the  collection  process  during  the   1993   biennium. 

During  the  next  several  years,  the  old  business'  cost  of  administering 
and  paying  claims  will  exceed  the  revenue  available  from  the  payroll  tax. 
To  ease  this  cash  flow  problem,  House  Bill  2  authorized  the  Board  of 
Investments  to  make  loans  from  the  new  business  to  the  old  business.  The 
State  Fund  projects  that  the  old  business  will  have  spent  its  liquid  assets 
by  the  end  of  March  and  will  need  $18.7  million  in  loans  from  the  new 
business  during  fiscal  1991. 

Since  its  creation  in  January  1990,  the  State  Fund  has  increased  its 
authorized  staffing  levels  from  176.0  to  206.14  FTE.  It  has  also  approved 
salary  increases  for  its  staff  (who  are  exempt  from  the  state  classification 
plan  and  matrices)   ranging  from  2.5  percent  to  65  percent. 

The  new  business'  primary  funding  source  is  premiums  paid  by 
Montana  employers  who  purchase  coverage  from  the  State  Fund.      For  fiscal 


'Excludes    estimated    insurance    claims    payable    of    $265.4    million    (the 
unfunded  liability) . 


1991,    the   State  Fund  adopted  premium  rate  increases  designed   to  increase  ^ 

revenue  by  9  percent.  The  State  Fund  Board  made  several  policy  decisions 
that  increased  the  size  of  the  premium  hike.  They:  1)  reduced  the 
discount  rate  for  incurred  claims  from  7  percent  to  6.4  percent;  2) 
established  a  $5.9  million  claims  adjustment  expense  reserve;  and  3)  did  not 
include  an  estimated  $2.1  million  in  anticipated  revenue.  These  decisions, 
which  required  an  additional  $9.5  million  in  premium  collections,  were 
designed  to  ensure  that  business  remained  actuarially  sound,  as  required  by 
statute. 

The  State  Fund's  actuary  projects  that  an  average  12.1  percent 
premium  rate  increase  will  be  needed  in  fiscal  1992 .  The  primary  reason  for 
this  increase  is  the  end  of  the  "freeze"  on  benefit  and  medical  payments 
that  has  been  in  effect  since  fiscal  1988.  The  rest  of  the  projected  increase 
is  to  build  the  business'   reserves.      The  actuary  recommends  that  the  new  ^ 

business  decrease  its  discount  rate  to  4  percent  and  build 
contingency/surplus  reserves  equal  to  40  percent  of  annual  premiums,  in 
addition  to  the  reserves  for  incurred  claims.  If  the  Board  adopts  the 
actuary's  recommendations,  based  on  current  projections  the  new  business 
would  have  $330.8  million  in  incurred  claims  reserves,  $49.8  million  in 
contingency/surplus  reserves,  and  $24.5  in  claims  adjustment  expense 
reserves  at  the  end  of  1995  biennium. 

In  setting  premium  rates,  the  State  Fund  must  balance  Montana 
employers'  need  for  affordable  workers'  compensation  insurance  with  its 
statutory  responsibility  to  maintain  the  new  business'  solvency.  In  recent 
years,  the  State  Fund's  premium  rates  for  most  job  classifications  have  been 
lower  than  private  insurers'  rates.  As  a  result,  the  State  Fund's  market 
share  has  grown.     During  the  period  1983-1990,   the  earned  premiums  of  the  i 

State  Fund  have   grown   179   percent,    while   the   earned  premium  of  private 
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insurers  has  grown  only  43  percent.  The  number  of  employers  purchasing 
coverage  from  private  insurers  has  declined  from  5,944  in  1987  to  4,787  in 
1989.  In  contrast,  the  number  of  employers  enrolled  with  the  State  Fund 
has  grown  from  22,732  in  1983  to  26,149  in  1990.  Many  of  these  employers 
are  small  businesses.  In  fiscal  1989,  61  percent  of  the  employers  insured 
with  the   State  Fund  paid  less  than  $1,000  premium  during  the  year. 

Several  groups  are  monitoring  the  State  Fund's  activities.  The 
Legislative  Auditor  is  required  to  conduct  an  annual  financial  and  compliance 
audit  of  both  the  new  and  old  businesses.  The  Joint  Select  Committee  on 
Workers'  Compensation  has  contracted  for  an  independent  actuarial  evaluation 
of  the  State  Fund  which  is  scheduled  for  completion  prior  to  the  1991 
session.  And  an  Attorney  General's  opinion  has  been  requested  concerning 
the  procedure  the   Board  used  in  adopting  fiscal  1991   premium  rates. 

Statutes  require  the  Commissioner  of  Labor  and  Industry  to  determine 
by  December  31,  1990  whether  to  create  an  assigned  risk  plan,  which  would 
apportion  coverage  for  high  risk  employers  among  private  insurers  and  the 
State  Fund.  If  such  a  plan  were  established,  the  State  Fund  would  no 
longer  be  required  to  provide  coverage  to  all  employers  and  it  would  be 
subject  to  the  premium  insurance  tax.  The  Commissioner  has  decided  not 
to  create  an  assigned  risk  plan  because  it:  1)  could  have  a  negative  impact 
on  the  availability  of  coverage;  2)  may  not  promote  competitive  premium 
rates  for  Montana  employers;  3)  could  develop  an  unfunded  liability;  and  4) 
would  not  serve  as  an  improvement  to  the  Montana  workers'  compensation 
system. 


INTRODUCTION 

At  its  August  meeting,  the  Legislative  Finance  Committee  directed  staff 
to  prepare  a  workers'   compensation  report  that  would  provide: 

1)  information  on  how  House  Bill  2  passed  during  the  May  1990  special 
session  is  being  implemented;   and 

2)  general  background  on  workers'  compensation  issues  that  may  arise 
during  the  1991  legislative  session. 

The  following  report  focuses  on  the  implementation  of  the  "old 
business"  and  the  "new  business",  cash  flow  projections  for  both,  premium 
rate  setting,  and  plans  for  monitoring  the  financial  health  of  both 
businesses . 

Previous  staff  reports  provide  more  detailed  information  on  specific 
aspects  of  the  program.  Copies  of  these  reports  are  available  if  the 
committee  desires. 

--June  1990:  summary  of  House  Bill  2  passed  during  the  May  special 
session  and  revenue  projections  for  "old"  and  "new"  businesses. 

--May  1990:  history  of  the  State  Fund's  unfunded  liability  (fiscal 
1985-1989)   and  an  analysis  of  proposed  special  session  legislation. 

--April  1990:  description  of  the  status  and  organization  of  the  State 
Compensation  Mutual  Insurance  Fund,  created  by  the  1989  legislature,  and 
analysis  of  the   State  Fund's  proposed  bond  issue. 

--April  1988:  history  of  State  Fund's  financial  position  (fiscal  1982- 
1987);  premium  rate  setting  process;  expansion  of  benefits  (fiscal  1979- 
1985);   and  impact  of  court  decisions  on  benefits  through  1987. 

--November  1986:  analysis  of  reserve  levels  maintained  by  State  Fund 
(fiscal  1982-1986). 
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THE   "OLD    BUSINESS" 

House  Bill  2,  enacted  during  the  May  1990  special  session,  separated 
the  State  Fund  into  two  businesses,  effective  July  1,  1990.  The  "old 
business"  is  responsible  for  administration  and  payment  of  claims  filed  for 
accidents  which  occurred  on  or  before  June  30,  1990.  The  "new  business" 
is  responsible  for  administration  and  payment  of  claims  filed  for  accidents 
that  occurred  after  June  30,  1990,  and  for  providing  insurance  coverage  to 
employers  who  insure  with  the  State  Fund  after  July  1,  1990.  Both  the  new 
and  old  businesses  are  administered  by  the  State  Compensation  Mutual 
Insurance  Fund   (State  Fund). 

As  stated  in  House  Bill  2 ,  the  purpose  of  separating  the  old  business 
from  future  claims  was  to  isolate  the  unfunded  liability  and  provide  a 
separate  source  of  revenue  to  retire  it  over  a  period  of  years.  Freed  from 
the  obligation  of  retiring  this  unfunded  liability,  the  new  business  could  set 
premiums  based  on   the  cost  of  current  and  future  claims. 

Under  House   Bill  2,    the  old  business  is  funded  by: 

1)  a  0.28  percent  payroll  tax  on  all  employers; 

2)  the  assets  of  the  State  Fund  as  they  existed  on  June  30,  1990, 
minus  $12   million;   and 

3)  premium  income  collected  by  the  new  business  that  is  in  excess 
of  the  amount  needed  to  pay  claims  and  build  adequate  reserves 
(i.e.  the  amount  that  would  ordinarily  be  returned  to  employers 
as  dividends) . 

The  new  business  is  funded  by: 

1)  premiums  paid  by  employers  purchasing  workers'  compensation 
insurance  from  the  state;   and 

2)  $12  million  in  existing  State  Fund  assets  as   "start  up"  funding. 


Allocation   of   Assets 

Table  1  shows  how  the  State  Fund  assets,  liabilities,  and  fund  balance 
as  of  June  30,    1990,   were  distributed  between  the  two  businesses. 
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TABLE    1 

Allocation 

of  Assets   -   State   Fund 

(Milli 

ons) 

Old  Business 

New   Business 

Total 

Account 

Assets 

Liab. 

Assets 

Liab. 

Assets 

Liab. 

Cash 

$  6.9 

$   1.7 

$  8.6 

Accts.    Receiv. 

30.2 

30.2 

Long  Term  Inv. 

21.1 

21.1 

STIP 

2.3 

17.6 

19.9 

Cert,    of  Dep. 

8.5 

8.5 

Equipment 

0.8 

0.8 

Plan  III  Deposits 

16.1 

16.1 

Accts.    Payable 

0.7 

0.5 

1.2 

Fund  Balance 

59.8* 
$60.5 

12.0 
$28.6 

71.8 
$89.1 

$60.5 

$28.6 

$89.1 

*Excludes  estimated  insurance  claims 

of  $265 

4  million. 

As  the  table  shows,  the  old  business  retained  a  fund  balance  of  $59.8 
million.  This  is  $6.8  million  higher  than  was  anticipated  during  the  May 
special  session.  The  assets  and  liabilities  transferred  to  the  new  business 
included:  1)  $16.1  million  (held  in  cash  and  in  certificates  of  deposit)  of 
policyholder  deposits,  which  employers  are  required  to  make  when  they  are 
insured  under  the  State  Fund,  and  $0.5  million  in  accounts  payable;  and  2) 
$12  million  in  net  unrestricted  assets,  such  as  cash,  investments,  and 
equipment. 
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The  Workers'  Compensation  building  is  not  included  in  the  assets  of 
either  business.  In  1984,  the  Worker's  Compensation  Division  financed 
building  the  new  facility  with  a  bond  issue  of  $3.1  million.  At  the  end  of 
fiscal  1990,  the  bond's  outstanding  principal  was  $1.9  million.  Annual  debt 
service  is  approximately  $430,000  through  fiscal  1995  and  then  drops  to 
$292,775  in  fiscal  1996,  the  year  the  bonds  will  be  retired.  In  July,  the 
State  Fund  removed  the  building  from  its  fixed  asset  record  and  transferred 
title  to  the  Department  of  Administration,  which  owns  most  other  state 
buildings  and  charges  agencies  rent  for  their  use.  Under  the  agreement 
with  the  department,  the  new  business  will  pay  all  costs  associated  with 
building,  including  the  utilities,  debt  service,  janitorial,  and  maintenance  in 
lieu  of  paying  rent. 

Allocation   of   Operational    Costs 

Since  the  State  Fund  administers  both  the  old  and  new  businesses, 
they  have  the  same  equipment,  computer  system,  and  staff.  House  Bill  2 
requires  the  State  Fund  to  account  separately  for  the  costs  of  administering 
and  paying  claims  for  each  business.  Further,  House  Bill  2  says  the  State 
Fund  may  not  spend  more  than  $3  million  a  year  to  administer  old  business 
claims . 

As  many  of  the  operational  costs  cannot  be  easily  split  between  the 
two  businesses,  the  State  Fund  has  not  yet  determined  a  cost  allocation 
method.  When  the  cost  allocation  plan  is  completed,  the  State  Fund  will 
allocate  costs  on  a  quarterly  basis,  rather  than  allocating  costs  for  each 
payroll  and  bill.  This  quarterly  allocation  method  is  designed  to  avoid 
excessive  paperwork. 

During  the  next  several  years,  the  old  business  will  administer  most 
of   the    claims   handled   by   the    State   Fund,    since   the   number   of   claims   for 
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post- 1990  claims  will  be  small  compared  to  the  volume  of  pre- 1991  claims. 
Under  a  strict  cost  allocation  plan,  the  old  business'  costs  would  consume 
more  than  $3  million  of  the  State  Fund's  $11.4  million  operating  budget  for 
fiscal  1991).  Since  House  Bill  2  limits  administrative  costs  for  the  old 
business  to  $3  million  per  year,  the  allocation  plan  will  set  this  amount  as 
an  upper  limit  and  the  new  business  will  pick  up  a  share  of  the  costs  of 
administering  pre- 1991  claims.  This  subsidy  from  the  new  business  to  the 
old  business  will  dwindle  as  pre- 1991  claims  decline.  Table  2  shows  the 
State  Fund's  actuary's  projections  for  administrative  cost  for  the  two 
businesses  through  fiscal  1995. 
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TABLE    2 

State   Fund    Insurance 

Projected   Administration   Costs 

Fiscal   Years    1991-95 

(Millions) 

Fiscal 
Year 

Old 
Business 

New 
Business 

Total 

1991 

$3.0 

$8.3 

$11.3 

1992 

2.3 

9.6 

11.9 

1993 

1.7 

10.8 

12.5 

1994 

1.1 

12.0 

13.1 

1995 

0.7 

13.1 

13.8 

c 


The  State  Fund  has  completed  the  necessary  computer  programming  to 
segregate  the  two  businesses.  The  programming  was  done  with  in-house 
staff  at  no  additional  cost  to  the  State  Fund.  The  only  additional  expense 
incurred  was  the  mainframe  cost  of  testing  the  programs.  Although  this 
additional  cost  was  not  allocated  to  each  business,  State  Fund  personnel  said 
it  was  minimal. 


Payroll    Tax 

With  the  exception  of  the  premiums  collected  in  fiscal  1991  for  the  last 
quarter  of  fiscal  1990,  the  old  business'  only  revenue  for  fiscal  1991  and 
beyond  will  be  the  payroll  tax. 

In  House  Bill  2,  the  legislature  reduced  the  tax  rate  from  0.3  percent 
to  0.28  percent  and  removed  the  language  ending  the  tax  on  June  30,  1991. 
The  bill  requires:  1)  the  Department  of  Revenue  to  report  to  each 
legislature  on  the  projected  collections  from  the  tax;  and  2)  the  legislature 
to  consider  the  report  and  determine  the  tax  rate  necessary  to  fund  the  old 
business's  operations  and  obligations. 

Currently,  this  tax  is  being  collected  by  the  State  Fund,  under  a 
contract  with  the  Department  of  Labor  and  Industry  (which  is  legally 
responsible  for  its  collection).  Effective  July  1,  1991,  the  Department  of 
Revenue  will  be  responsible  for  collection  of  the  tax. 

When  the  payroll  tax  was  first  enacted  in  1987,  no  additional  funds 
or  staff  were  appropriated  to  the  Workers'  Compensation  Division  for 
development  of  a  computer  system  to  collect  the  tax  or  for  on-going  costs. 
The  Division  estimated  that  it  spent  $50,853  in  development  costs:  $35,540 
in  fiscal  1988  to  develop  the  system  and  an  additional  $15,313  in  fiscal  1989- 
90  for  improvements.  The  1989  legislature  appropriated  $63,000  per  year 
during  the  current  biennium  to  fund  1.5  FTE  clerical  positions  and 
associated  operating  costs  for  collecting  the  tax.  In  addition,  premium 
collection  staff  spend  a  portion  of  their  time  collecting  the  tax.  State  Fund 
staff  estimates  that  this  assistance  is  equivalent  to  approximately  1.5  FTE, 
bringing  the  total  FTE  required  for  collection  of  the  payroll  tax  to  3.0. 

When  House  Bill  2  transferred  the  responsibility  for  collection  of  this 
tax   to   the  Department   of  Revenue    (effective  July   1,    1991),    the  legislature 
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appropriated  the  department  $124,321  in  general  fund  for  fiscal  1991  to 
develop  a  system  to  collect  the  tax.  To  collect  the  tax  during  the  1993 
biennium,  the  department  is  requesting  $320,554  and  6.0  FTE  funded  from 
payroll  tax  collections.  Table  3  shows  the  department's  requested  budget 
for  this  program  for  the   1993   biennium. 


TABLE 

3 

Budget    Request 

for 

Payroll 

Tax 

Collection 

Costs 

Depar 

tmeut    of 

Revenue 

FY   1992 

FY   1993 

Biennium 
Total 

FTE 

6.0 

6.0 

Personal  Services 

$135,256 

$134,941 

$270,197 

Operating  Exps. 

8,743 

8,045 

16,788 

Equipment 

33.545 
$177,544 

0 
$142,986 

33.545 
$320,530 

( 
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Cash    Flow    and    Loans    from    New    Business 

The  State  Fund  projects  that  during  the  next  ten  years  the  old 
business  will  need  to  pay  nearly  $300  million  in  claims  for  injuries  that 
occurred  prior  to  July  1,  1990.  Because  the  payroll  tax  and  the  existing 
assets  of  the  old  business  will  not  provide  sufficient  cash  flow  to  meet  these 
claims,  House  Bill  2  authorizes  the  Board  of  Investments  to  lend  the  old 
business  money  from  the  reserves  of  the  new  business  to  pay  these  pre- 1991 
claims.  Table  4  shows  the  actuary's  cash  flow  projection  for  the  old 
business  through  fiscal  1995  and  the  projected  loans  necessary  from  the  new 
business. 
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TABLE 

4 

Cash    Flow    Projection 

for    the 

"Old 

Business" 

Fiscal 

1991    Through 
(Millions) 

1995 

FY 

FY 

FY 

FY 

FY 

1991 

1992 

1993 

1994 

1995 

Beginning  Balance 

$30.8 

$   1.7 

$   1.7 

$   1.6 

$   1.7 

Revenues 

Premiums  4th  Quarter 

$26.6 

$  0.0 

$   0.0 

$  0.0 

$  0.0 

Interest/Notes  Receivable 

s           2.4 

0.0 

0.0 

0.0 

0.0 

Payroll  Tax 

12.9 

13.2 

13.6 

14.1 

14.5 

Loan  From  New 

18.7 

56.8 

35.9 

19.8 

7.1 

Business 

Total  Fund  Available 

$91.4 

$71.7 

$51.2 

$35.5 

$23.3 

Expenditures 

Claims 

$86.7 

$67.7 

$47.9 

$32.7 

$20.9 

Administrative 

3.0 

2.3 

1.7 

1.1 

0.7 

Interest 

0 

0 

0 

0 

0 

Total  Expenditures 

$89.7 

$70.0 

$49.6 

$33.8 

$21.6 

Ending  Balance 

$  1.7 

$   1.7 

$   1.6 

$   1.7 

$  1.7 

The  State  Fund  projects  that  the  old  business  will  spend  all  its  liquid 
assets  to  pay  claims  during  this  fiscal  year.  In  preparation  for  these  cash 
needs,  the  State  Fund  has  directed  the  Board  of  Investment  to  liquidate  its 
long-term  investments  and  transfer  the  proceeds  to  the  Short  Term 
Investment  Pool  (STIP).  Since  STIP  investments  can  be  converted  to  cash 
in  approximately  24  hours,  the  excess  funds  will  earn  interest  until  the  cash 
is  needed.  Once  these  assets  are  exhausted,  the  State  Fund  projects  that 
the  old  business  will  need  $18.7  million  in  loans  from  the  new  business  in 
fiscal  1991,   with  the  first  installment  of  $1.2   million  needed  in  March. 
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Under  the  provisions  of  House  Bill  2,  the  old  business  must  pay  the 
new  business  7.5  percent  interest  on  these  loans.  While  interest  on  the 
loans  will  be  accrued  to  the  credit  of  the  new  business,  the  State  Fund 
does  not  plan  to  start  paying  any  debt  service  on  these  loans  until  fiscal 
1996.  Based  on  the  actuary's  projections,  cash  flow  will  be  insufficient  to 
allow  any  repayments  until  then.  This  delayed  payment  of  interest  was 
anticipated  during  the  special  session  when  cash  projections  concerning 
House  Bill  2  were  made. 

Claims   Settlement 

House  Bill  2  authorizes  the  State  Fund  to  try  to  reduce  administrative 
and  claim  costs  for  the  old  business  by  offering  negotiated  claim  settlements 
prior  to  November  1,  1990,  to  persons  with  pre- 1991  claims  that  meet  the 
following  conditions:  the  State  Fund  has  1)  accepted  liability;  and  2) 
established  a  fixed  claim  benefit  level.  If  the  claimant  accepts  the  State 
Fund's  negotiated  claim  offer  and  releases  the  state  in  writing  from  further 
liability,  he  does  not  have  to  provide  justification  for  the  need  for  the  lump 
sum  settlement.  (Normally,  the  claimant  must  show  that  the  lump  sum 
settlement  meets  a  "financial  need  that  relates  to  the  necessity  of  life  or... to 
an  accumulation  of  debt  incurred  prior  to  the  injury...  and  arises. .  .because 
of  reduced  income  as  a  result  of  the  injury.")  Under  such  lump  sum 
settlements,  the  State  Fund  remains  responsible  for  medical  costs  arising 
from  the  injury  throughout  the  claimant's  life. 

As  of  September  14,  the  State  Fund  had  settled  42  cases,  totaling  $2.6 
million,  under  the  provisions  of  House  Bill  2.  The  settlement  amounts 
ranged  from  $20,114   to  $100,000. 

Based  on  this  preliminary  data,  it  appears  that  this  provision  of  House 
Bill  2  has  increased  the  number  of  "permanent  total"  cases  settled  (those  in 
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which  the  worker  was  totally  disabled) .  Historically,  the  largest  number  of 
lump  sum  settlements  have  involved  "permanent  partial"  cases  in  which  the 
worker  had  some  permanent  impairment  but  was  still  able  to  work.  There 
were  relatively  few  "permanent  total"  cases  settled.  However,  since  the 
language  in  House  Bill  2  applies  only  to  cases  in  which  benefits  have  been 
fixed,  over  75  percent  of  the  cases  settled  under  House  Bill  2  have  been 
"permanent  total"  cases.  (In  permanent  partial  cases,  benefits  may  not  be 
fixed  because  maximum  healing  has  not  yet  occurred.)  The  following  table 
compares  the  number  of  "permanent  total"  cases  settled  in  the  first  quarter 
of  fiscal  1991  with  annual  totals  since  1986. 


TABLE 

5 

Lump 

Sum 

Settlements 

for    Permanent 

Total 

Claims 

Fiscal  Year 

Cases 

Settled  Amount 

1986 

24 

$1,756,309 

1987 

23 

1,662,476 

1988 

35 

2,571,860 

1989 

78 

6,211,219 

1990 

75 

5,105,114 

1991    (1st  Quarter) 

33 

2,014,176 

The  State  Fund  has  not  yet  determined  the  impact  of  the  House  Bill 
2  settlements  on  reserves  and  administrative  costs.  After  November  1  (when 
this  provision  sunsets),  the  State  Fund  will  provide  the  legislature  with  a 
report  on  the  total  number  of  cases  settled  and  any  administrative  and 
benefit  savings  that  were  realized. 
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ADMINISTRATIVE   COSTS 
Staffing    and    Budget    Levels 

When  the  State  Fund  separated  from  the  Department  of  Labor  and 
Industry  on  January  1,  1990,  existing  staff  was  allocated  between  the  two 
agencies  based  on  responsibilities.  Under  the  terms  of  Senate  Bill  428,  the 
department  retained  staff  involved  in  regulatory  functions  and  most  of  the 
Insurance  Compliance  Bureau  and  the  Safety  and  Health  Bureau.  The  State 
Fund  assumed  the  responsibilities  for  providing  coverage  to  employers 
insured  with  the  State  Fund  and  handling  all  related  claims.  On  January, 
1,   1990,   the  department  retained  61.75  employees  and  the  State  Fund  176.0. 

Under  the  authority  granted  to  the  Board  in  Senate  Bill  428  to  hire 
personnel  and  to  "perform  all  acts  necessary  or  convenient. .  .in  the 
administration  of  the  state  fund... to  fulfill  the  objectives"  of  the  act,  the 
State  Fund  submitted  a  budget  amendment  in  fiscal  1990  increasing  its 
budget  by  $374,701  and  7.19  FTE.  For  fiscal  1991,  it  submitted  a  budget 
amendment  for  $993,607  and  30.64  FTE  (includes  the  7.19  FTE  approved  for 
fiscal  1990) .  The  following  table  shows  the  State  Fund's  staffing  levels 
during  this  biennium  after  the  budget  amendments  were  approved. 


State    Fund    Worker 

TABLE    6 
s'    Compensation    Insurance 
Changes 

FTE 

First  Half 
FY   1990 

Second  Half 
FYE   1990 

FY   1991 

State  Fund  Prior  to  1/1/90 
Retained  in  DOLI 
Budget  Amendments 
Total  FTE 

238.75 
0.00 
0.00 

238.75 

238.75 
(62.75) 

7.19 
183.19 

238.75 
(63.25) 
30.64 
206.14 

- 
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In  early  1990  after  State  Fund  separated  from  the  department,  the 
management  staff  conducted  an  analysis  of  the  staffing,  workload,  and 
expenditure  levels  compared  to  other  states  with  similar  operations. 
According  to  the  staff's  study,  Montana  caseload  per  claims  examiner  was 
considerably  higher  than  in  other  states.  The  study  also  found  other  state 
funds'  expenditure  levels  varied  between  14  and  24  percent  of  the  earned 
premium  revenues.  Information  compiled  by  the  Office  of  the  Legislative 
Auditor  in  fiscal  1986  found  similar  variation:  in  that  year  neighboring 
states  workers'  compensation  plans  spent  as  little  as  7.8  percent  and  as 
much  as  24.1  per  cent  of  earned  premiums  for  administrative  costs.  The 
average  for  the  eight  states  during  that  fiscal  year,  including  Montana,  was 
13.1  percent. 

Based  on  this  information,  the  board  established  a  maximum  budget 
guideline  of  10  percent  of  earned  premium  revenue.  This  budget  guideline 
was  designed  to  allow  the  State  Fund  to  add  staff  needed  to  improve  the 
efficiency  of  the  operation. 

Within  this  budget  level,  the  State  Fund  has  increased  the  claims 
examiner  staff  from  22  to  33,  to  reduce  case  loads  to  a  "target"  255  open 
claims  per  examiner.  State  Fund  staff  say  the  average  in  private  industry 
is  200-225  open  claims  per  examiner.  In  addition,  the  State  Fund  has 
added: 

4     supervisory,     technical,     and     clerical     staff     in     the     Finance 
Department  to  improve  accounting  services  and  evaluation  of  financial  data; 

--5  underwriting  staff  for  a  new  marketing  program  to  increase  the 
amount  of  premium  collected  and  a  desk  audit  program  to  ensure 
policyholders  compliance  with  reporting  criteria; 
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--2  safety  consultants  to  conduct  safety  audits,  evaluate  employers 
for  safety  incentive  programs,  and  provide  safety  evaluations  for  schedule 
rated  policies; 

--   1  management  position  to  manage  the   Benefits  Division; 

--2  rehabilitation  coordinators  to  supervise  contracted  rehabilitation 
providers  and  provide  coordination  between  claims  examiners  and  these 
providers  on  claimants'   cases; 

--   5.64  support  staff  in  other  areas. 

Salaries 

Senate  Bill  428  exempted  the  executive  director  and  employees  of  the 
State  Fund  from  the  state  classification  and  pay  matrices. 

In  early  1990,  the  Board  established  salaries  for  the  six  executive 
staff,  retroactive  to  January  1,  1990.  The  Board  based  the  new  salaries 
on  a  survey  of  comparable  positions  in  six  states.  As  shown  in  Table  6, 
the  salary  increases  were  substantial- -ranging  from  25  to  70  per  cent.  As 
a  result  of  concerns  expressed  over  the  large  increases,  the  Board  voted 
to  reduce  salaries  by  $3,000  for  each  position  except  the  chief  legal  counsel. 
Shown  below  are  these  staff's  salaries  prior  to  January  1,  1990,  the  salaries 
in  effect  from  January  1  through  August,   and  the  current  salaries. 
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TABLE    7 
State   Fund    Executive    Position    Salaries 


August 
Position  Before         Increase       Adjustment 


President 

Executive  Vice  President 

Vice  President  -   Benefits 

Chief  Legal  Counsel 

Vice  President   -    Underwriting 

Vice  President   -    Finance 


46,586 

$80,000 

$77,000 

43,089 

57,500 

54,500 

36,900 

50,000 

47,000 

32,623 

42,000 

42,000 

38,186 

48,000 

45,000 

36,826 

46,000 

43,000 

In  early  1990,  the  State  Fund  developed  its  own  salary  matrices  for 
non- executive  staff,  based  on  a  study  of  states'  workers'  compensation 
insurance  programs  in  Arizona,  Colorado,  Idaho,  Maryland,  Minnesota,  and 
Utah  (the  state  programs  that  State  Fund  personnel  felt  were  similar  in  size 
and  operation  to  Montana's  program).  In  March,  these  matrices  were 
included  in  the  union  contract.  During  the  payroll  period  ending  June  1, 
1990,  employees  were  given  raises  implementing  the  new  matrices,  retroactive 
to  March.  The  resulting  salary  increases  ranged  from  2.5  to  33.4  percent, 
with  most  in  the  5  percent  range. 

THE   'NEW    BUSINESS" 

Effective  July  1,  1990,  the  "new  business"  is  responsible  for:  1) 
payment  of  claims  for  injuries  that  occurred  after  June  30,  1990;  and  2) 
providing  insurance  coverage  to  employers  who  purchase  coverage  from  the 
State  Fund  after  June  30,  1990.  The  new  business  is  financed  by  premiums 
paid  by  employers  purchasing  workers'  compensation  insurance  from  the 
state  and  $12  million  in  assets  that  were  transferred  from  the  "old  business" 
as  start-up  funds. 
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Cash    Flow    Projections,   Fiscal    1991-1995 

The  following  table  shows  the  new  business'  projected  cash  flow  for 
the  next  two  biennia,  as  projected  by  the  State  Fund's  actuary.  This 
projected  cash  flow  shows  several  key  points,  which  are  summarized  below 
and  will  be  discussed  in  more  detail  later  in  the  report: 

--the  actuary  projects  that  premium  increases  in  excess  of  inflation 
will  be  necessary  for  the  next  four  years  in  order  to  maintain  the  fund's 
solvency  and  build  suggested  reserves. 

--the  actuary  recommends  that  the  State  Fund  build  claims  adjustment 
expense  reserves  equal  to  approximately  7.4  percent  of  incurred  claims. 

--the  actuary  recommends  that  the  State  Fund  build 
surplus/contingency  reserves  equal  to  40  percent  of  annual  premiums  by 
June  30,  1996.  These  reserves  would  be  in  addition  to  the  reserves  for 
incurred  claims. 

--the  cash  flow  analysis  assumes  that  the  State  Fund  will  lower  its 
claim  discount  rate  from  7  percent  to  4  percent  over  the  next  five  years. 
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TABLE 

8 

Projected 

Cash 

Flow    for 

the    State    Funds 

// 

New    Business", 

FY91-95 

FY91 

FY92 

FY93 

FY94 

FY95 

CASH      OUTFLOWS 

Earned      Premium 

$81.5* 

$121. 4 

$134.9 

$148.8 

$164.9 

Investment      Income 

2.3 

3.6 

5.0 

6.8 

9.3 

Loan      Repayment 

0 

0 

0 

0 

0 

Total      Income 

$83.8 

$125.0 

$139.9 

$155.6 

$174.2 

CASH       INFLOWS 

Claims      Expense 

$15.5 

$      39.7 

$      65.8 

$      88.6 

$106.9 

Admin.      Expense 

8.3 

9.6 

10.8 

12.0 

13.1 

Loans      to     Old     Fund** 

28.9 

57.4 

37.2 

22.1 

10.6 

Total     Expense 

$52.7 

$106.7 

$113.8 

$122.7 

$130.6 

CASH      REC'D-CASH      DISBURSED 

31.1 

18.3 

26.1 

32.9 

43.6 

*     Reflects      three     quarters     worth      of      premiums      received      in      fiscal 
**Loans      to      the      old     fund     differ      in      this      cash      flow      projection     f 
flow      for      the     old      business      shown     on      page      11.           The     State     Fund 
prepared      this     cash      flow     on     July      17.           The     cash      flow      for      the 
was      prepared      later     and     reflects      updated      information      which      lowers 
fiscal      1991      loan      from      $28.9     million      to     $18.7     million.           State 
changes      in      the     amount     of      the      loan      will      not     affect     premium      ral 

1991. 
rom      the     cash 

actuary 
old     business 

the      projected 
Fund     staff      say 
e      needs . 

If  the  State  Fund  adopts  these  recommendations  and  the  cash  flow 
projections  are  accurate,  the  new  business  would  have  $330.8  million  in 
incurred  claims  reserves,  $24.5  million  in  claims  adjustment  expense 
reserves,  and  $49.8  million  in  surplus  reserves  by  the  end  of  the  1995 
biennium.  (A  more  detailed  discussion  of  the  surplus  reserves  appears  on 
page  30.) 


Pi 

ojec 

TABLE    9 
ted    State   Fund 
(Millions) 

Reserves 

RESERVES      (end-of-year) 

FY91                       FY92 

FY93 

FY94 

FY  95 

Incurred     Claims 
Claims      Adjustment 
Surplus 

80.9                    156.0 

5.9                      11.5 

14.1                       17.6 

221.0 
16.4 
23.5 

277.9 
20.6 
33.5 

330.8 
24.5 
49.8 

Total 

100.0                    185.1 

260.9 

332.0 

405.1 
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Fiscal    Year    1991    Premium    Increase 

Premium   Rate   Increase 

In  House  Bill  2,  the  legislature  underscored  its  concern  about  the 
development  of  an  unfunded  liability  in  the  new  business  by  strengthening 
existing  language  requiring  that  premium  rates  be  set  high  enough  to  keep 
the  new  business  actuarially  sound.      The  statute  requires  rates  to  be  set: 

.  .  .at  least  annually  at  a  level  sufficient  to  ensure  the  adequate 
funding  of  the  insurance  program,  including  the  cost  of  administration , 
benefits  and  adequate  reserves,  during  and  at  the  end  of  the  period 
for  which  the  reserves  will  be  in  effect.  In  determining  premium 
rates,  the  State  Fund  shall  make  every  effort  to  adequately  predict 
future  costs.  When  the  costs  of  a  factor  influencing  rates  are 
unclear  and  difficult  to  predict,  the  State  Fund  shall  use  a 
•prediction  calculated  to  be  more  likely  to  cover  those  costs  rather 
than   less   than   likely   to  cover   those  costs. 

During  the  May  1990  legislative  hearings  on  House  Bill  2,  State  Fund 
personnel  stated  that  if  the  new  business  were  separated  from  the  old 
business,  premium  rate  increases  averaging  7  per  cent  would  be  necessary 
in  fiscal  1991  to  keep  the  fund  actuarially  sound.  They  estimated  that  the 
interest  income  loss  due  to  loans  to  the  old  business  would  require  an 
additional  2  percent  increase  in  rates. 

In  June,  the  State  Fund's  Board  of  Directors  adopted  a  rate  schedule 
for  fiscal  1991  premiums  designed  to  increase  revenue  earned  from  premiums 
by  approximately  9  percent.  The  State  Fund's  actuary  recommended  this 
premium  rate  increase  to  pay  estimated  administrative  and  claims  expenses, 
establish  necessary  incurred  claims  reserves,  and  to  begin  building  surplus 
and  contingency  reserves. 
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TABLE 

10 

Projected    State    Fund 

Revenue 

Needs 

Fiscal    1991    ( 

millions) 

Expected  Premium,    Without  Increase 

$100.1 

Discounted  Incurred  Claims  Reserve 

94.5 

Estimated  Administrative  Expense 

8.3 

Claims  Adjustment  Expense  Reserve 

5.9 

Total  Expense 

$108.7 

Total  Premium  Revenue  Increase  Required 

8.6 

While  the  increase  was  designed  to  increase  premium  revenue  by 
approximately  9  percent,  actual  rate  changes  for  the  411  job  classifications 
covered  by  the  State  Fund  ranged  from  a  14.9  percent  decrease  to  a  100 
percent  increase.  This  wide  variation  was  due  to  each  classification's 
experience  factor  over  the  last  three  years:  if  claims  made  within  a  job 
classification  exceeded  premiums  paid  for  that  job  classification,  the  premium 
rate  increase  was  higher  than  9  percent.  For  many  job  classifications,  the 
rate  increase  was  less  than  or  near  the  9  percent  increase.  The  average 
premium  rate  increase  for  the  job  classifications  which  comprise  over  50 
percent  of  the  premium  revenue  collected  was  7.9  percent.  However,  for 
a  significant  number  of  job  classifications,  the  premium  rate  increase  was  25 
percent  or  more. 

Due  to  concern  over  the  "double  digit"  rate  increases  for  many  job 
classifications  expressed  by  legislators  and  the  Governor,  at  its  July  31 
meeting  the  State  Fund  Board  of  Directors  (Board)  reviewed  fiscal  1991 
premium  rates  and  voted  to  "cap"  premium  rate  increases  at  50  percent. 
The  State  Fund  staff  estimates  that  this  decision  will  reduce  fiscal  1991 
premium  collections  by  approximately  $657,000.  Appendix  A  shows  the  fiscal 
1990   rates  for  the  job  classifications  that  were   reduced  as  a  result  of  this 
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decision,    their  original  fiscal  1991   premium  rates,    and  the  final  fiscal   1991 
premium  rate  after  the  50  percent  cap  was  adopted. 

Components   of   Rate   Increase 

In  recommending  the  fiscal  1991  rate  increase,  the  State  Fund  actuary 
provided  the  following  "breakdown"  of  its  components.  Because  several  of 
the  components  involve  policy  decisions  that  will  impact  future  years' 
premium  increases,    they  are  discussed  in  more  detail  below. 


TABLE    11 

Components   of  Fiscal   Year    1991 

Premium 

Rate    Increase 

Reduction  in   Discount  Rate 

1.5% 

Claims  Adjustment  Expense   Reserve 

5.9 

Incurred  Claim  Trend 

2.2 

Old  Business  Allocation 

(3.0) 

Ingraham  Decision 

2.0 

Total 

8.6 

Reduction  in  Discount  Rate 

Since  medical  and  benefit  costs  for  incurred  claims  are  paid  over  a 
number  of  years,  the  State  Fund- -like  all  insurers- -must  determine  the 
present  value  of  future  claims.  In  other  words,  it  must  estimate  the 
interest  that  it  will  earn  on  the  incurred  claims  reserves  prior  to  the  time 
the  claim  cost  is  actually  paid.  This  percentage  is  called  the  discount  rate. 
In  recent  years,  the  State  Fund's  actuary  has  used  a  7-8  percent  discount 
rate,  based  on  the  assumption  that  long-term  interest  rates  will  average  7-8 
percent. 
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This  contrasts  with  the  4  percent  discount  rate  which  private 
insurance  companies  regulated  by  the  State  Insurance  Commissioner  are 
required  to  use  in  calculating  loss  reserves: 

For   all   workers'   compensation   claims   under   policies   written   more  than 

3   years   prior   to   the   date   as   of   which   the   statement   is   made,  the 

reserve   shall   be   the   present   value   at   4   percent   interest   of  the 
determined  and   the  estimated  future  payments. 

While  the  State  Fund  is  not  subject  to  this  law  (and  is,  in  fact, 
exempted  under  House  Bill  2  from  any  regulation  by  the  Insurance 
Commissioner) ,  the  actuary  recommended  that  the  State  Fund  reduce  its 
discount  rate  from  7  percent  to  4  percent  over  the  next  five  years  for  two 
reasons : 

a)  to  achieve  the  Board's  goal  of  maintaining  private  insurance 
solvency  standards;   and 

b)  to  offset  the  potential  liquidity  risks  associated  with  loans  to  the 
old  business. 

Under  the  actuary's  recommendation,  the  discount  rate  for  1991  would 
be  6.4  percent  and  would  be  reduced  progressively  until  it  reached  the  4.0 
percent     rate     for     fiscal     1995     premiums.  The     actuary     noted     that 

implementation  of  this  phased-in  decrease  in  the  discount  rate  would  increase 
State  Fund  reserves  by  about  $33  million  by  the  end  of  fiscal  1995. 

The  Board  adopted  this  recommendation  for  fiscal  1991,  reducing  the 
discount  rate  to  6.4  percent.  An  additional  $1.5  million  in  premium  revenue 
was  included  in  the  fiscal  1991  premium  rate  increase  as  a  result  of  this 
decision.  The  Board  has  not  taken  action  on  the  recommendation  for  further 
reduction  during  the  next  four  years. 

Research  by  the  Office  of  Legislative  Auditor  (OLA)  indicates  that  the 
current    discount    rate    used   in    surrounding    states'    workers'    compensation 
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programs    varies    from    0    percent    to    7    percent    as    shown    in    the    following 
table. 


TABLE    12 

Claim 

Discount    Rates   Used    in   Several 

Other   States 

State 

Discount  Rate 

Arizona 

3.5% 

Colorado 

4.0 

Idaho 

0.0 

Minnesota 

4.0 

Oregon 

3.5  Medical 
7.0  Benefits 

Nevada 

5.5 

Washington 

6.5 

Claims  Adjustment  Expense  Reserve 

Traditionally,  insurance  companies'  reserves  include  funds,  called  the 
claims  adjustment  expense  reserve,  to  handle  processing  of  existing  claims 
if  the  insurance  company  goes  out  of  business.  The  State  Fund  has 
maintained  such  a  reserve  for  at  least  two  decades.  However,  the  size  of 
the  claims  adjustment  reserve  relative  to  incurred  claims  has  dropped  in 
recent  years  as  the  State  Fund's  financial  position  deteriorated.  For  the 
past  several  years,    the  reserve  has  stayed  near  $5.4  million. 

When  the  old  and  new  businesses  were  separated  on  July  1,  1990,  the 
existing  claims  adjustment  reserve  remained  with  the  old  business.  The 
actuary  recommended  that  the  State  Fund  raise  premium  rates  sufficiently 
to  build  $5,911  million  in  claims  adjustment  expense  reserve  for  the  new 
business  by  the  end  of  fiscal  1991.  This  reserve  was  estimated  at  7.37 
percent  of  incurred  claims.  The  actuary  recommends  that  this  reserve  be 
increased   by   about   $5   million   per   year   during   the   next   biennium   and   $4 
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million  per  year  in  the  1995  biennium,    to  reach  $24.5  million  by  the  end  of 
fiscal  1995. 

The  State  Insurance  Commissioner  does  not  establish  guidelines  for 
claims  adjustment  expense  reserves  for  private  insurers.  According  to  OLA 
research,  the  ratio  used  in  other  states'  workers  compensation  funds  varies 
widely,   as  the  following  table  shows. 


TABLE    13 

Claims 

Adjustment    Expense    Reserves    in    Selected    States 

State 

Reserve  as  a  Percent  of  Incurred  Claims 

Arizona 

1.65-9.9   Depending  on  Type  of  Claim  Liability 

Colorado 

4.5-5.0 

Idaho 

8.81-9.78  for  Public  Funds 

Minnesota 

15.5 

Oregon 

6 . 4  for  Active  Cases 

9.6-12.8  for  Projected  Losses 

Two    questions    have    arisen    concerning    the    new    business's    claims 
adjustment  expense  reserve: 

1)  is    it    necessary    for    a    state    insurance    program    to    have    such    a 
reserve? 

2)  is  it  necessary  to  reach  the  7.3  percent  level  in  one  year? 

Whether  a  claims  adjustment  expense  reserve  is  necessary  for  a  state 
insurance  program  is  a  policy  question: 


Arguments  Against  Reserve 

a)  It  is  unreasonable  to  assume  that  the  state  will  ever  end  a 
state-administered  workers  compensation  program.  If  the  state  program 
did  end,  the  legislature  would  provide  funds  for  administering  existing 
claims . 

b)  Therefore,  Montana  employers  should  not  have  to  pay  increased 
premiums  now  to  build  reserves  for  this  hypothetical  expense  that  is 
unlikely   to   occur. 
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Arguments  For  Reserve 

a)  The  State  Fund  is  required  to  maintain  actuarial  soundness  and  is 
intended  to  function  like  a  private  insurer.  Private  insurers 
generally   maintain   such   a   reserve. 

b)  General  fund  or  other  state  funds  should  not  be  used  to  pay 
administrative  expenses   if   the   state   workers'   compensation   program   ends. 

If  the  legislature  determines  that  it  is  not  necessary  for  the  State 
Fund  to  maintain  such  a  reserve,  current  law  would  probably  need  to  be 
amended  to  state  that  the  fund  would  not  be  responsible  for  future 
administrative  costs  of  settling  claims  if  the  state  insurance  program  ended. 
State  Fund  legal  staff  argue  that  the  current  law's  requirement  that  the 
fund  be  actuarially  sound  mandates  such  a  reserve. 

As  noted  above,  there  is  no  state  or  national  guideline  governing  the 
level  of  such  reserves.  In  recent  years,  the  State  Fund  has  been 
maintaining  a  much  lower  level  of  claims  adjustment  expense  reserves:  $5.4 
million  on  $273  million  of  incurred  claims  reserves  at  the  end  of  fiscal  1990. 
In  July,  the  actuary  recommended  the  following  claims  adjustment  reserve 
levels: 


Recommended 

TABLE    14 
Claims    Adjustment 
(Millions) 

Ex 

pense 

Reserve 

Fiscal 

Year 

Claims 

Adjustment  Expense 
Reserve 

Incurred  Claim 
Reserve 

1991 

$   5.9 

$  80.0 

1992 

11.5 

156.0 

1993 

16.4 

221.0 

1994 

20.6 

277.9 

1995 

24.5 

330.8 

Based  on  the  actuary's  projections,  no  further  premium  rate  increases 
will  be  necessary  to  build  this  reserve.     The  5.9  percent  component  for  this  f 
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reserve  built  into  the  fiscal  1991  premium  rates  will  remain  in  the  rate  base 
in  succeeding  years,   producing  revenue  to  build  the  reserve. 

If  the  Board  had  chosen  to  build  the  claims  adjustment  expense 
reserve  at  a  slower  rate,  the  fiscal  1991  premium  increase  would  have  been 
smaller.  For  example,  building  a  $3  million  reserve  in  fiscal  1991  would 
have  lowered  average  premium  rate  increases  from  9  percent  to  6.1  percent. 

Incurred  Claim  Trend 

The  incurred  claim  trend  assumes  that  medical  claims  will  increase  7.5 
percent  per  covered  person0,  that  compensation  claims  will  increase  1.5 
percent,  and  that  the  amount  of  payroll  to  which  the  premium  is  applied  will 
increase  3  percent.  State  Fund  staff  say  these  assumptions  are  based  on 
a  decade's  worth  of  experience  and  are  consistent  with  the  assumptions  used 
in  setting  previous  years'  premium  rate  increases. 

Old  Fund  Administrative  Expenses 

This  adjustment  reflects  the  fact  that  under  House  Bill  2,  $3  million 
of  the  cost  of  administering  pre- 1981  claims  must  be  paid  from  old  business 
assets  and  payroll  tax,  and  is,  thus,  not  an  expense  paid  from  premium 
revenue  earned  by  the  new  business.  Since,  however,  for  the  next  several 
years,  most  of  the  claim  administration  will  involve  pre- 1991  claims,  some 
premium     revenue    will    be    used    to    help    pay    these    old    business    costs. 

Ingraham  Decision 

In  March  1990,  the  Montana  Supreme  Court  in  Ingraham  vs.  Champion 
International    declared    unconstitutional    a    portion    of    Senate    Bill    315,    the 


2Despite  the  "freeze"  that  the  legislature  imposed  on  payments  to 
medical  providers  in  fiscal  1988,  medical  costs  have  continued  to  increase. 
As  detailed  on  pages  32-33,  this  "freeze"  is  scheduled  to  end  January  1, 
1992. 
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workers'  compensation  reform  bill  enacted  during  the  1987  legislative  session. 
The  court  held  that  the  1987  law  granted  too  much  power  to  insurers 
concerning  the  terms  of  lump-sum  settlements  and  blocked  claimants'  access 
to  the  courts.  The  actuary  projects  that  this  decision  will  increase  the 
costs  of  post- Senate  Bill  315  claims  by  2  percent  for  the  new  business.  In 
fiscal  1991,  this  will  cost  $2  million  in  increased  premiums  for  Montana 
employers . 

In  setting  fiscal  1991  premium  rates,  the  State  Fund  Board  of 
Directors  did  not  specifically  include  a  rate  increase  percentage  to  build 
toward  surplus  reserves  (discussed  on  page  30).  However,  the  actuarial 
recommendation,  which  the  Board  adopted,  suggested  that  the  Board 
safeguard  its  $12  million  "seed  capital"  transfer  from  the  old  business  under 
House  Bill  2  by  not  recognizing  $2.1  million  in  anticipated  fiscal  1991 
revenue  in  calculating  its   1991  premiums: 


TABLE    15 
Anticipated    Revenue   not    Included    in   Fiscal    1991    Premium 

Setting 


Fiscal  1991   Beginning  Fund  Surplus  Reserves 
Interest  on  $12  Million 

Interest  on  Advance  Policyholder  Deposits 
Interest  Earnings  from  Loans  to  Old  Fund 
Projected  Fiscal  1991  Ending  Fund  Surplus  Reserves 


$12,000,000 

840,000 

1,120,000* 

150,000 

14,110,000 


*The  actuary  over-estimated  this  revenue.      Because  less  than  half 
these  deposits  are  held  in  cash,    the  interest  earned  from  this  source 


in  fiscal  1991  will  probably  be  $525,000. 


Impact        of        State        Fund       Policy       Decisions        on        Fiscal        1991 
Premium      Rate       Increase 

As  the  following  table  shows,   the  premium  rate  increase  in  fiscal  1991 
would  have  been  lower  if  the   State  Fund  Board  had  chosen  to:      1)   include 
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all  anticipated  revenue;  2)  continue  the  claims  discount  rate  at  traditional 
levels;  and  3)  built  the  claims  adjustment  reserve  more  slowly.  The 
projected  3  percent  increase  in  covered  payrolls  and  the  severing  of 
responsibility  for  the  unfunded  liability  would  have  made  slight  increases  in 
fiscal   1990  premium  rates  adequate  to  cover  fiscal  1991   costs. 


TABLE 

16 

Impact   of   Policy    Decision   on 

Fiscal 

1991 

Revenue 

Needs 

(millions) 

Total  Additional  Revenue  Required 

$8.6 

Cost  of  Lowered  Discount  Rate 

1.5 

Unrecognized  Revenue 

2.1 

Claims  Adjustment  Expense  Reserve 

5.9 

Total  Impact  of  Policy  Decisions 

$9.5 

According  to  State  Fund  staff,  the  Board's  policy  decisions  were 
intended  to  ensure  that  the  new  business  met  the  legislative  mandate  of 
keeping  the  fund  actuarially  sound.  The  Board  wanted  to  ensure  that  no 
unexpected  shortfall  in  revenues,  increased  claims  expense,  or  other 
unforeseen  event  would  result  in  the  creation  of  an  unfunded  liability  in  the 
new  business. 

Future    Years'    Projected    Premium    Increases 

In  July  1990,  the  State  Fund's  actuary  prepared  cash  flow  projections 
for  the  new  business  through  the  year  1999  based  on  specified  assumptions. 
Under  these  assumptions,  the  following  premium  rate  increases  will  be 
needed  during  the  next  two  biennia: 
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TABLE    17 

Preliminary 

Actuarial    Projections 
Rate    Increases 

of  Needed 

Premium  Rate  Increase 

1992 

12 . 1% 

1993 

6.7 

1994 

7.2 

1995 

7.7 

These  preliminary  rate  increase  projections  are  for  average  premium 
increase.  Premium  increases  for  individual  job  classifications  could  vary  as 
widely  as  the  1991  increases  did  (from  rate  decreases  to  rate  increases  of 
more  than  100  percent). The  actuary's  report  emphasizes  that  these  projected 
rates  are  preliminary  and  "become  severely  less  credible  after  1991". 

The  primary  reasons  for  the  need  for  increased  premium  rates  are: 
1)    Contingency  and   Surplus  Reserves. 

In  workers'  compensation  insurance  programs,  there  are  two  main 
types  of  reserves:  claims  reserves  and  contingency/surplus  reserves. 
Claims  reserves  are  established  to  pay  benefit  and  medical  claims  for  injuries 
incurred  during  the  current  fiscal  year  when  these  claims  come  due  (which 
is  typically  over  a  number  of  years).  Contingency  and  surplus  reserves  are 
maintained  for  out-of-the-ordinary  expenses  such  as  court  decisions  with 
retroactive  impact,  underestimation  of  costs  or  revenue,  and  catastrophes. 
Contingency  reserves  are  reserves  that  are  identified  for  a  specific  purpose 
(i.e.  rate  stabilization).  Surplus  reserves  are  the  amount  by  which  the 
State  Fund's  assets  exceed  its  liabilities. 

As  the  following  graph  shows,  in  the  1970's  and  early  1980's,  the 
State  Fund  maintained  such  contingency/surplus  reserves.     However,  as  the 
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GRAPH  1 

State  Fund 

Contingency/ Surplus  Reserves 

Fiscal  1974  through  1985 


(In     Millions  I 


Fund's    financial    position    deteriorated    in    the    1980's,    these    reserves    were 
spent. 

The  State  Fund  actuary 
recommends  that  the  State  Fund 
build  surplus/contingency  reserves 
equal  to  40  percent  of  annual 
premiums  (ratio  of  annual  premium 
to  surplus/contingency  reserves  of 
2.5)  by  June  30,  1996.  Based  on 
July  17,  1990  projections,  these 
surplus  reserves  would  total  $69.7 
million  by  the  end  of  fiscal  1996. 
Building  these  reserves  will  require  premium  rate  increases  during  the  next 
five  years. 

After  researching  contingency/surplus  reserve  ratios  in  surrounding 
states,  the  OLA  found  the  current  premium  to  surplus  ratios  for  state  funds 
in  other  states  comparable  to  Montana's  proposed  2.5  percent  rate.  It 
concluded: 


74    75   76    77   76   79   60   61    82   83   84   85 


l 


...the  target  for  surplus  reserves  set  by  Montana's  state  fund  appears 
to  fall  within   the   range   of   industry   practice. 
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TABLE 

18 

Surplus 

Ratios 

in 

Selected    States 

State 

Annual 

Premium/ Surplus  Ratios 

Arizona 

3 

Colorado 

4 

Idaho 

1 

Minnesota 

3 

Nevada 

3 

Oregon 

1.5 

Utah 

2 

The  actuary  based  the  40  percent  "target"  on  historical  averages:  he 
found  that  the  State  Fund's  contingency/surplus  reserves  averaged  about  37 
percent  of  premiums  during  the  nine  year  period  ending  in  1980.  However, 
he  also  emphasized  that  this  40  percent  "target"  is  "preliminary  and  requires 
further  study." 

It  is  important  to  note  that  during  the  period  1970-1980  when  the 
contingency/surplus  averaged  37  percent,  the  State  Fund's  discount  rate  was 
7  percent  or  above.  The  actuary  is  currently  recommending  that  the  new 
business  maintain  both  a  40  percent  contingency/surplus  reserve  and  a  4 
percent  discount  rate.  If  the  Board  adopts  these  recommendations,  the 
State  Fund  will  have  over  $100  million  in  reserves  from  these  two  sources 
by  the  end  of  1996. 

2)      Discount  Rate 

As  detailed  above,  the  actuary  recommends  that  the  State  Fund  reduce 
is  discount  rate  to  4  percent  by  1996.  This  will  require  a  premium  rate 
increase  of  at  least  1.5  percent  per  year  for  each  of  the  next  four  years. 
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3)  End  of  Compensation  Freeze 

Injured  workers'  weekly  compensation  levels  have  been  "frozen"  at 
July  1,  1986  levels  from  fiscal  1988  through  1991.  In  general,  injured 
workers  receive  66  2/3  percent  of  their  weekly  wage  at  the  time  of  the 
injury.  However,  the  benefit  paid  may  not  exceed  the  state's  average 
weekly  wage  at  the  time  of  the  injury.  The  1987  legislature  froze  the 
maximum  benefit  at  $299,  the  state's  average  weekly  wage  established  July 
1,  1986.  In  the  June  1989  special  session,  the  legislature  extended  this 
"freeze"  through  fiscal  1991.  The  projected  12.1  percent  fiscal  1992 
premium  increase  includes  an  8  percent  increase  to  reflect  the  increases  in 
benefit  rates  that  will  occur  when  benefits  are  based  on  current  weekly 
wages,    rather  than  the  July  1,    1986  level. 

4)  End  of  Medical  Payment  Freeze 

Similarly,  the  1987  legislature  and  the  1989  special  session  froze 
payments  to  medical  providers  through  calendar  1991.  This  legislation 
limited  the  maximum  fees  paid  for  medical  services  to  the  relative  fee 
schedules  in  place  on  January  1987  and  hospital  rates  to  those  set  in 
January  1988.  Of  the  projected  fiscal  1992  premium  increase,  2  percent 
reflects  the  anticipated  increase  in  costs  when  this  freeze  on  medical 
payment  ends. 

5)  Other  Assumptions 

In  projecting  needed  premium  increases  through  the  1995  biennium,  the 
actuary  also  assumed: 

--legislation  or  court  decisions  "liberalizing  benefits  under  Senate  Bill 
315  provisions"  will  result  in  a  1.5  percent  annual  increase  in  compensation 
claims . 
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--covered  payroll  will  increase  3  percent  per  year- -State  Fund's 
nonclaim  operating  expenses  will  increase  5  percent  per  year. 

Market   Share 

The  actuary's  cash  flow  projections  through  1995  assume  that  the  State 
Fund  maintains  its  current  market  share:  covered  payrolls  increase  only  due 
to  inflation,  not  because  of  an  increase  or  decrease  in  the  number  of 
workers  covered.  In  actuality,  the  State  Fund  has  increased  its  market 
share  in  recent  years. 

While  the  type  of  data  collected  makes  direct  comparisons  of  the 
number  of  Montana  workers  covered  by  the  State  Fund,  private  insurers, 
and  self- insured  difficult,  the  available  information  shows  that  during  the 
last  five  years,  the  State  Fund  has  provided  an  increasing  share  of  the 
total  workers'  compensation  insurance  purchased  in  the  state.  As  the 
following  graph  shows,  the  total  annual  premium  collected  by  the  State  Fund 
has  increased  179  percent  during  the  period  1983-1990,  while  total  premiums 
collected  by  private  carriers  have  increased  only  43  percent  during  the  same 
period. 
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GRAPH  2 

State  Fund  &  Private  Premiums 

Fiscal  1972   through  1990 

( In     Millions ) 
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The  number  of  employers  covered  under  the  State  Fund  has  also  been 
growing,   as  the  following  graph  shows. 
Comparable    data    for    private 


carriers  only  became  available  in 
fiscal  1988.  This  data  shows  a 
significant  decline  during  the  last 
three  years  in  the  number  of 
employers  insured  with  private 
carriers . 


GRAPH  3 

Employers  Enrolled  with  State  Fund 
Fiscal  1978  through  1990 

( In   Thousands ) 
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TABLE    19 

Number   of  Montana    Employers    Purchasing 

Coverage    from    Private    Insurers   -   Fiscal    1988-1990 


Calendar  Year 


Number  of  Employers 


1987 
1988 
1989 


5,944 
4,933 
4,787 


While  the  number  of  employers  purchasing  workers  compensation 
coverage  from  private  insurers  has  declined,  the  number  of  employers 
covered  under  self -insured  plans  is  growing.  In  1985,  the  legislature 
allowed  associations,  corporations,  and  organizations  that  met  certain  criteria 
to  establish  self -insurance  plans.  In  1985,  the  Montana  Association  of 
Counties  created  a  self- insurance  plan  that  now  insures  employees  in  47 
counties.      The   League  of   Cities  and  Town  and  the  Montana   School   Boards 
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Association  has  also  established  self-insured  plans  that  covers  194  municipal 
and  school  district  employers. 

Despite  the  growth  in  self- insurance  plans,  the  State  Fund  is  still  the 
largest  provider  of  workers'  compensation  coverage  in  the  state.  The  State 
Fund's  large  market  share  suggests  that:  1)  private  insurance  coverage  is 
not  available  to  some  employers  or  for  some  job  classifications;  and/or  2)  the 
State  Funds  premium  rates  are  lower  than  premium  rates  charged  by  private 
insurers. 

The  majority  of  employers  covered  by  the  State  Fund  are  small 
employers,  a  group  which  traditionally  has  had  difficulty  in  securing 
coverage  from  private  carriers  and  cannot  meet  the  statutory  self-insurance 
requirements.  The  following  table  shows  that  in  fiscal  1989,  61  percent  of 
the  employers  insured  by  the  State  Fund  paid  less  than  $1,000  in  annual 
premium . 


Size   of   Employer 

TABLE    20 
Covered    by    State   Fund, 
Annual    Premium 

Measured    by 

Amount  of  Premium 

Paid 

[,    FY89 

Number  of 
Employers 

%  of  Total 

$80  Minimum 

3,935 

15.1 

81-499 

8,202 

31.5 

500-999 

3,764 

14.4 

1,000-2,499 

4,801 

18.4 

2,500-4,999 

2,359 

9.1 

5,000-9,999 

1,469 

5.6 

10,000-24,999 

936 

3.6 

25,000-49,999 

307 

1.2 

50,000-99,999 

183 

0.7 

100,000+ 

102 

0.4 

Total 

26,056 

100.0 
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As  well  as  providing  coverage  for  smaller  employers,    the   State  Fund  %■ 

also  offers  lower  premium  rates  in  most  job  classifications  than  private 
insurers.  In  1988,  the  Workers'  Compensation  Division  conducted  surveys 
among  private  insurers  and  state  funds  in  20  states  of  actual  premium  rates 
charged  for  common  job  classifications.      The  Division  found  that: 

1)  The  Montana  State  Fund  rates  were  lower  than  those  charged  by 
private  insurers.  In  early  1988,  the  largest  private  workers'  compensation 
insurer  in  Montana  set  its  rates  17.5  percent  above  the  State  Fund  rate. 
The  advisory  rate  for  private  insurers  filed  by  the  National  Council  of 
Compensation  Insurance  with  the  Insurance  Commissioner  in  1988  was 
approximately  50  percent  higher  than  the  State  Fund  rate.  Representatives 
of  large  private  insurers  operating  in  Montana  recently  stated  that  the  same 
conditions  exist  in  1990:  while  private  insurers  may  offer  lower  rates  in 
certain  job  classifications,  in  most  classifications  State  Fund  rates  are  45-50  m 
percent  lower  than  private  insurance  rates. 

2)  The  Montana  State  Fund  rates  are  lower  than  the  majority  of  both 
state  and  private  insurers  in  other  states.  Of  the  twenty  job  classifications 
surveyed,  Montana's  rate  was  among  the  lowest  one- third  for  six 
classifications,  in  the  middle  third  for  thirteen  other  classifications,  and  in 
the  top  one- third  for  only  one  occupation. 

Monitoring    the   New    Business 

Annual   Legislative   Audits 

House  Bill  2  passed  during  the  May  special  session  requires  the 
Legislative  Auditor  to  conduct  an  annual  financial  and  compliance  audit  of 
both  the  new  and  old  businesses.  The  law  requires  that  this  audit  include 
"evaluations   of   the   claims   reservation   process,    the   amounts   reserved,    and 
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the  current  report  of  the  state  fund's  actuary."     OLA  plans  to  complete  the 
first  audit  under  this  requirement  by  end  of  calendar   1991. 

Independent      Actuarial       Review      by      Joint      Select      Committee 

The  Joint  Select  Committee  on  Workers'  Compensation,  created  by  the 
1989  legislature,  has  hired  an  independent  actuary  to  evaluate  the  State 
Fund   (both  old  and  new  business).      The  purpose  of  the  evaluation  is: 

...to  determine  the  reasonableness  of  the  State  Fund's  actuarial 
reserves  and  insured  claims,  using  industry  standards  as  generally 
applied   by  other   state  workers'   compensation   insurance  entities. 

The  evaluation  is  intended  to  include  a  review  of  the  claims 
reservation  process,  impact  of  legislative  changes  during  the  past  five 
years,  and  projection  of  "a  reasonable  range"  for  premium  rate  increases  for 
fiscal  1992. 

The  Committee  plans  to  have  the  evaluation  completed  by  the  end  of 
November . 

Montana   Administrative   Procedures   Act 

House  Bill  2  also  requires  the  State  Fund  to  comply  with  the  Montana 
Administrative  Procedures  Act  in  adopting  rules  that  detail  the  State  Fund's 
procedures,  formulas,  and  factors  used  in  setting  premium  rates  and 
classifications.  However,  the  legislation  provided  that  the  State  Fund  does 
not  have  to  comply  with  MAPA  procedures  when  changing  classification  and 
premium  rates.  This  requirement  was  effective  July  1,  1990.  The  State 
Fund  is  currently  drafting  proposed  rules  complying  with  this  requirement. 
In  the  budget  amendment  submitted  at  the  Legislative  Finance  Committee's 
August  meeting,  the  State  Fund  received  authorization  to  hire  an  additional 
attorney  to  assist  in  drafting  these  rules.  The  State  Fund  plans  to  have 
the  rules  ready  for  final  adoption  prior  to  fiscal  1992   rate -making. 
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In  early  September,  the  president  of  the  Senate  requested  an  Attorney 
General's  opinion  on  whether  the  process  used  to  set  the  fiscal  1991  was 
valid,  in  view  of  the  fact  that  the  final  premium  rates  were  adopted  by  the 
Board  on  July  31,  after  the  effective  date  of  this  new  legislation.  The 
Attorney  General's  office  staff  says  the  opinion  should  be  issued  by  early 
December. 

Assigned    Risk    Plan 

In  the  legislation  creating  the  State  Fund,  the  1989  legislature  also 
provided  authority  for  the  Commissioner  of  the  Department  of  Labor  and 
Industry  to  create  an  assigned  risk  plan  to  "equitably  apportion  among  the 
state  fund...  and  private  insurers ...  the  coverage ...  for  employers  who  are 
unable  to  procure  coverage  through  ordinary  methods".  Under  such  a  plan, 
the  State  Fund  would  no  longer  be  the  "insurer  of  last  resort"  and  could 
refuse  to  provide  workers'  compensation  coverage  for  any  employer,  except 
a  state  agency.  If  an  employer  was  unable  to  secure  coverage  from  the 
State  Fund  and  at  least  two  private  insurers,  the  Commissioner  would 
"assign"  either  the  State  Fund  or  a  private  carrier  to  provide  coverage. 
The  statute  requires  all  private  insurers  and  the  State  Fund  to  participate 
in  the  assigned  risk  plan.  If  an  insurer  refuses  to  participate  or  refuses 
to  accept  assigned  employers,  the  commissioner  may  suspend  or  revoke  the 
insurer's  authority  to  issue  workers'   compensation  policies  in  Montana. 

The  1989  legislation  requires  the  Commissioner  to  make  the  decision 
whether  to  establish  an  assigned  risk  plan  by  December  31,  1990.  In 
making  this  decision,   the  Commissioner  must: 

.  .  .consider  the  effect  a  plan  would  have  on  the  availability  of 
workers'  compensation  insurance  and  the  need  to  provide  competitive 
workers'   compensation   premium   rates   for   employers   in   this   state. 
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The  Commissioner  has  determined  not  to  establish  an  assigned  risk 
pool.      In  a  September  20  report,    the  Commissioner  concluded: 

1)     Contrary   to   the   intent   of   MCA,   Section  39-71,45],   creating 

an   assigned   risk   plan   may   have   a   negative   impact  on   the   availability 

of   workers'    compensation   coverage   and   may   not  promote   competitive 
premium   rates   for   employers   in   this   state. 

Z)      Also   at   issue   is   the   question   of   long-term   liability. 

Creating  an  assigned  risk  plan  will  not  alleviate  the  present  financial 

problems  of   the   State   Fund   and   could   result   in   long-term   financial 

problems  for  a   "new"   assigned  risk   plan,   in   effect   creating   liability 

for   the  state   of  Montana. 

3)  According  to  available  evidence  from  a  national  perspective  on 
assigned  risk  plans,  a  state-level  assigned  risk  plan  would  not  serve 
as   an   improvement   to   the  Montana   workers'   compensation   system. 

The  1989  legislation  also  provided  that  if  an  assigned  risk  plan  were 
established,  the  State  Fund  would  be  subject  to  the  insurance  premium  tax, 
since   it  would   providing   coverage   on   the   same   basis   as  private   insurers. 

The  bill's  fiscal  note  estimated  that  collections  during  the  1991 
biennium  form  the  State  Fund  if  the  tax  were  imposed  would  total  $6.4 
million.  Since  an  assigned  risk  plan  has  not  been  established,  this  tax 
revenue  will  not  be  collected. 
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APPENDIX    A 


FY91    Premium 

Rates   Char 

ged 

with    50% 

Cap 

Premium/$100 

Payroll 

Job     Classification 

FY89 

Payroll 

FY90      Rates 

100Z 

50Z 

Elec      Light/Power      Line 

$ 

4,266,991 

$10.57 

$21.14 

$15.85 

Concrete      Const . -Br  idge 

1,028,487 

19.50 

39.00 

29.25 

Stores      Dept.       Retail,       Inc. 

379,131 

1.90 

3.80 

2.85 

Boiler      Scaling      NPD 

300,387 

11.92 

23.84 

17.88 

Sign     Mfg.      Metal 

48,961 

5.68 

11.36 

8.52 

Rubber      Goods      Mfg.       NOC 

10,994 

5.75 

11.50 

8.62 

Carpentry      Install      Cab 

950,481 

3.34 

6.48 

5.01 

Blacksmithing      NPD 

73,989 

4.74 

8.89 

7.11 

Lathing      Incl.      Drivers 

39,961 

8.81 

16.14 

13.21 

Stores      Furniture      Whole 

10,282,843 

2.88 

5.21 

4.32 

Sheet     Metal      Workshop 

1,099,454 

9.88 

17.78 

14.82 

Type     Foundries 

850,971 

3.25 

5.59 

4.87 

Masonry      NOC 

2,369,234 

16.95 

28.94 

25.42 

Cordage,      Net      or      Twine 

3,423,570 

2.67 

4.39 

4.00 

Optical      Good     Mfg.      NOC 

382,267 

1.16 

1.89 

1.74 

Barber      Shops     Beauty      PA 

7,462,559 

1.18 

1.92 

1.77 

Clothing     Mfg 

5,020,286 

3.85 

6.20 

5.77 

Bag     Mfg . 

-0- 

3.85 

6.20 

5.77 

Poultry      Egg      Prod. 

1,715,565 

7.34 

11.79 

11.01 

Rub      Plastic     Bond      Prod. 

1,131,548 

7.24 

11.62 

10.86 

Veg .      Packing      Not      Canner 

27,072 

6.04 

9.60 

9.06 

Oil      or      Gas      Pipeline 

1,988,168 

1.67 

2.62 

2.50 

Bldgs.       Raisg      Moveg      All 

116,250 

25.44 

39.05 

38.16 

Brush      Handle,      Shade 

115,815 

10.35 

15.84 

15.52 

Cone     Tower      Elevator 

210,314 

24.28 

37.14 

36.42 

Nurserymen      X      Drivers 

1,827,308 

9.76 

14.82 

14.64 

Tool      Mfg.       NOC      Not      Drop 

376,632 

2.45 

3.72 

3.67 

Labor      Unions      All      Emp. 

2,570,975 

1.40 

2.11 

2.10 

TC3BWP:pe:WC9-17.rpt 
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